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The year 1978 saw significant advances in technology at all 
levels of Watkins-Johnson Company's product mix. From gallium- 
arsenide field-effect transistors to totally self-contained and self- 
sufficient "turnkey" installations, the Company has contributed 
to the advancement of low-frequency through millimeter-wave 
electronic systems, components and devices. 

This report provides a glimpse at seven products — one from 
each of the Company's divisions — which represent increased 
technological sophistication for W-J and improved performance 
for its customers worldwide. 



Featured on the cover is an array of new thin-film signal 
processing components offering unmatched levels of performance 
in miniature packages , Included in this selection are several 
case ad able amplifiers offering output power as high as +24.5 dBm 
to 1200 MHz and +22 dBm to 20Q0 MHz. Other amplifiers 
feature 15 dB gain across the entire 100 to 3000 MHz frequency 
range. Innovative directional level detectors, the first ever offered 
in miniature integrated printed-circuit packages, operate up to 
2000 MHz. Additionally, a new protective power limiter 
effectively limits signal levels across the 100 to 2000 MHz band 
for CW signals as high as one watt. 














A 1978 addition to the 
Company's Automatic Dyna¬ 
mic Assembly Test Equipment 
(ADATE) product line is the 
model 1510. In addition to 
the basic digital capabilities 
of all W-J ADATE systems, 
the ADATE 1510 offers an 


During 1978, the WJ-FI05, 
a half-micron, gallium- 
arsenide field-effect transistor 
(GaAs FET), was developed. 
This device is the active com¬ 
ponent in the latest low-noise 
amplifiers operating in the 1 
to 20 GHz region. To pro¬ 
duce these devices, substantial 
developmental efforts were 
undertaken in the disciplines 
of epitaxial growth and sub¬ 
micron lithography, and this 
considerable investment has 
paid off with a superior 
device. A production capa¬ 
bility has now been estab¬ 
lished to meet the Company's 
growing need for these 
critical devices. 


fications and is capable of 
operating in severe airborne 
environments. 


The 0.5 to 1000 MHz 
WJ-9049 Integrated Receiving 
System concept provides for 
signal acquisition and moni¬ 
toring by different operators 
at separate system locations. 
The acquisition and monitor 
position hardware comple¬ 
ments are identical and inter¬ 
changeable. The commonality 
reduces logistics, training and 
maintenance costs for the 


ADATE 1510 


Products of three Watkins- 
Johnson divisions were inte¬ 
grated to produce the Trans¬ 
portable Collection System. 
Each 500 kHz to 18 GHz 
system incorporates five W-J 
receiving systems, three W-J 
antenna systems, plus a 
variety of specialized record¬ 
ing and analysis equipment. 
The system, which is manned 
by five equipment operators, 
is housed in an environ¬ 
mentally controlled shelter 
and operates from its own 
self-contained power source. 
It is designed for ease of 
mobility and for operation 
in severe environments and 
at remote locations. 


expanded analog and RF 
capability to 1 GHz. Modular 
construction and flex¬ 
ible software 
fat afford the 

v t >f| ' user a wide 

-V* range of 

configurations 
to meet vary- 
T ing testing 

require- 
' ments. 


WJ-F105 

The WJ-T-10010 is a six- 
watt traveling-wave tube 
amplifier designed specifi¬ 
cally for use in the TSQ-86 
and TSQ-11 8 satellite com¬ 
munications systems. The 
amplifier serves as an earth 
station uplink driver and 
operates in the 7.9 to 8.4 GHz 
band. The unit is ideal for 


A new product series of 
high-stability, fixed-frequency 
oscillators includes the 
WJ-2826-1 which provides 
up- and down-conversion 
capabilities for modern elec¬ 
tronic countermeasures 
systems. The rugged device 
provides two fixed-frequency 
outputs and is controllable by 
transistor-transistor logic 
(TTL) inputs. The oscillator 
meets stringent 
military speci- 


user. The architecture! 
of the system 
permits the hard¬ 
ware to be operated V 
either at the site where 
the receivers are 
located or at some 
remote location 
via a digital -VIB 

link. ^t*** 0 ' 


w j-t- iooio 

f this demanding application 
0 * because it exhibits very low 
L residual noise sidebands and 
r employs separable modules 
for simplified servicing. Both 
^ the TWT and power supply 
are mounted on a common 
00 ** ^ heat sink for 

I forced-air 
— I cool- 
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TO OUR SHAREOWNERS: 


1978 was a disappointing year for your Company: sales and 
orders were up, butearnings declined. Sales totalled $105,61 7,907, 
up 17 percent from the $90,070,632 of 1977. Earnings at 
$2,173,367 were down 60 percent from the $5,440,045 of a year 
earlier. Earnings per share in 1978 were 70 cents on 3,087,144 
average shares outstanding, compared to $1.76 on 3,082,878 
average shares in 1977. 

The total firm order backlog on December 31, 1978 was 
$92,573,000, a 13 percent increase from the $82,251,000 at the 
end of 1977. Of the current backlog, 94 percent is shippable 
within one year, compared to 91 percent so shippable at the end 
of the prior year. 

Shareowners' equity on December 31, 1978 was $52,829,678, 
up slightly from the $51,777,798 at the end of 1977. Working 
capital totalled $38,720,066, up nearly $5 million from 1977's 
year-end total. 

The major factors that contributed to the decline in earnings 
were inadequate sales volume, unsatisfactory levels of productivity, 
very difficult and costly fixed-price development contracts, and 
inadequate coverage of cost increases in our pricing. 

In addition, a substantial portion of the reduced earnings last 
year was caused by problems with one major contract involving 
communications equipment for the government of Iran. The loss, 
due primarily to uncollected receivables, amounted to 39 cents 
per share, and followed from your Company's decision to stop 
work on the contract when progress payments required by the 
contract were not made to the Company when due. The problem 
is, of course, compounded by the uncertainties in Iran. The 
Company is continuing to discuss the matter with the customer 
and its U.S. advisers, and it is prepared to resume work if it can 
be guaranteed that W-J will be paid in accordance with the 
contract. The likelihood of this is considered by management to 
be remote. 


Some of the highlights of 1978 were: 

Payment of the Company's seventeenth through 
twentieth consecutive quarterly cash dividends, each in the 
amount of ten cents per share, a 25 percent increase over the 
payment rate in 1977. The dividends were paid on March 30, 

June 29, September 28 and December 28. 

Foreign sales amounting to 31 percent of total sales, 
down from the 33 percent sold to our international customers 
in 1977. 

Occupancy by the Recon Division of a new 177,000- 
square-foot building at the San Jose plant site. 

1978 Promotion of Dr. W. Keith Kennedy, Jr. to the position 
of Vice President, Devices Group. Dr. O. Thomas Purl assumed 
management of the Systems Group. Vice President Bernard Rosen, 
formerly in charge of the Systems Group, was named Manager 
of the Recon Division and its new plant in San Jose. Mr. Rosen, 
who reports to Dr. Purl, replaced Dr. Joel E. Schindall, who has 
returned to an engineering position. 

1978 Creation of two new divisions. Solid State Devices and 
Solid State Subsystems, from the former Solid State Division, in 
recognition of the growth and future potential of this area of 
Company operations. Messrs. N. Peter Albrecht and Keith D. 
Gilbert were appointed managers of Devices and Subsystems, 
respectively. Shortly after the end of the year, Mr. Merlin J. 
Bowen was promoted to Manager, Tube Division. The promotions 
of Dr. Kennedy, Mr. Albrecht, Mr. Gilbert and Mr. Bowen reflect 
our policy of promoting from within, and recognize the contri¬ 
butions and growth in management capability of those employees 
over the past decade. 


1978 Creation of approximately 100 new products as a 
result of research and development efforts during the year. In 
addition to customer funds, your Company devoted $6,957,000, 
or seven percent of sales, to these activities in 1978. Some of the 
new products developed were the WJ-9036A Receiving System 
which features digital control of as many as sixteen separate 
receivers in the 20 to 500 MHz frequency range; the WJ-1204 
Sweeping Synthesized Signal Generator that accurately measures 
receiver performance from 0.1 to 26 GHz; a multistage chemical- 
vapor-deposition furnace that automates the deposition of oxides 
used in display and semiconductor processing; a Ku-band space 
traveling-wave tube which has been selected for use with the 
LANDSAT program; a three-channel microwave front end for 
missiles that occupies only five cubic inches; the WJ-8715 HF 
Receiver which covers the 100 kHz to 30 MHz range and provides 
either remote digital or manual operator control; the ADATE 
1375 Portable Test Set which provides performance and diag¬ 
nostic testing of digital modules; the WJ-8597-3 Planar Spiral 
Antenna which covers the entire 8 to 40 GHz frequency range; 
a new series of high-stability voltage-controlled local oscillators 
for use in the latest generation of guided missiles; an expanded 
TO-8 amplifier line capable of operating at frequencies as high as 
3.2 GHz; a prototype millimeter-wave downconverter offering 
instantaneous bandwidths to 4 GHz as well as high frequency 
stability and low system noise figure up to 108 GHz; and the 
WJ-3240 Mini-jammer Subsystem which employs components 
from three W-J divisions and serves as an active jammer for use 
in drones. 

We regret to announce the resignation this month, for personal 
reasons, of Director James A. Collins from your Board of 
Directors. We are most grateful to him for his dedicated service 
and contributions to the Company. Mr. Jack L. Shepard, Chairman 
of the Board and President of Granger Associates in Santa Clara, 
California, has been elected to fill the vacancy created by 
Mr. Collins' resignation. He is a nominee for election by the share- 
owners at the annual meeting. 

Your Company recruited many new scientists and engineers in 
1978. Their contributions to future growth, we are confident, 
will be readily apparent in coming years. 

To all of our employees we extend our appreciation for their 
efforts during a difficult year. 

As we write this report to you, we are encouraged by a number 
of positive signs: a very strong market for our products and 
services; a large, shippable backlog; improving productivity; and 
a strengthened and dedicated management team. 


dL 

Chairman and Chief Executive Officer 


President and Chief Operating Officer 


February 28, 1979 
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HIGHLIGHTS FROM PREVIOUS ANNUAL REPORTS 




1978 

1977 

1976 

1975 

1974 

1973 

1972 

1971 

1970 

1969 

CD 

S C/7 

Sales 

$105,618,000 

$90,071,000 

$71,982,000 

$76,828,000 

$63,630,000 

$53,625,000 

$45,181,000 

$38,081,000 

$34,444,000 

$30,597,000 

i=!=i 

C ID < 
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Net Income 

2,173,000 

5,440,000 

4,566,000 

6,985,000 

4,723,000 

4,610,000 

3,790,000 

3,213,000 

2,842,000 

1,897,000 

CL. DC 

O 

k Earnings Per Share 

$ .70 

$1.76 

$1.48 

$2.28 

$1.55 

$1.52 

$1.26 

$1.07 

$ .95 

$ .64 

1 

[ Working Capital 

$38,720,000 

$33,941,000 

$38,520,000 

$34,455,000 

$25,790,000 

$23,049,000 

$20,915,000 

$18,966,000 

$16,145,000 

$13,849,000 

at J 


92,411,000 

84,046,000 

76,866,000 

73,807,000 

57,318,000 

45,905,000 

39,484,000 

35,360,000 

31,385,000 

22,106,000 


i 

1 Shareowners' Equity 

52,830,000 

51,778,000 

47,316,000 

43,680,000 

36,709,000 

32,228,000 

27,670,000 

23,851,000 

20,457,000 

18,519,000 

GO 

Average Number of 
Shares Outstanding 

3,087,144 

3,082,878 

3,082,548 

3,066,710 

3,037,390 

3,023,972 

3,019,145 

2,996,933 

3,002,105 

2,944,130 

25 si < 
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Number of Employees 
at Year End 

2,930 

2,710 

2,240 

2,270 

2,090 

1,910 

1,730 

1,420 

1,320 

1,146 

CD 1— 

CO 

Number of Share- 
< owners at Year End 

5,000 

5,300 

4,900 

4,800 

4,500 

4,400 

4,500 

6,500 

7,500 

6,600 


The figures shown above are taken from previous annual reports, after adjustment giving effect to capitalization of leases on a retroactive basis occurring in 1977. 
The figures for 1969 are not adjusted for a pooling of interest occurring in 1970 and the capitalization of leases. 





















































WATKINS-JOHNSON COIV 

FOR THE YEARS ENDED C 


CONSOLIDATED BALANCE SHEET 


ASSETS 


CURRENT ASSETS: 

1978 

1977 

Cash 

$ 1,106,364 

$ 1,427,602 

Marketable securities 

Receivables: 

2,886,419 

4,862,169 

Trade 

19,609,514 

16,635,232 

Unbilled contracts 

7,255,499 

9,554,637 

Terminated contract — net 

2,408,642 


1 ncome taxes 

1,577,259 


Inventories: 



Finished goods 

608,206 

557,660 

Work in process 

13,901,560 

11,174,374 

Raw materials and parts 

3,136,393 

2,784,055 

Other 

1,155,830 

1,392,707 

Total current assets 

53,645,686 

48,388,436 

PROPERTY, PLANT AND EQUIPMENT: 



Land 

1,275,516 

1,270,124 

Buildings and improvements 

12,798,747 

3,236,976 

Plant facilities, leased 

17,513,732 

17,513,732 

Machinery and equipment 

22,856,502 

18,809,909 

Construction in progress 

86,716 

6,871,333 

T otal 

54,531,213 

47,702,074 

Accumulated depreciation and amortization 

(19,872,090) 

(16,337,895) 

Property, plant and equipment — net 

'34,659,123 

31,364,179 

OTHER ASSETS: 



Notes receivable 

4,106,371 

4,293,569 


$92,411,180 

$84,046,184 

LIABILITIES AND SHAREOWNERS' EQUITY 


CURRENT LIABILITIES: 

1978 

1977 

Notes payable 

$ 136,662 

$ 868,094 

Accounts payable 

3,896,273 

3,818,879 

Advances on contracts 

2,123,052 

1,219,074 

Income taxes 


1,587,380 

Payroll and profit sharing 

4,255,330 

4,899,435 

Guarantee under terminated contract 

1,875,311 


Other 

2,638,992 

2,054,473 

Total current liabilities 

14,925,620 

14,447,335 

LONG-TERM OBLIGATIONS 

23,304,376 

16,456,671 

DEFERRED INCOME TAXES 

1,351,506 

1,364,380 

SHAREOWNERS' EQUITY: 



Preferred stock, $1.00 par value — authorized 



and unissued, 500,000 shares 



Common stock, no par value — authorized, 



15,000,000 shares; outstanding: 1978, 

3,090,799 shares; 1977, 3,083,051 shares 

3,237,770 

3,230,022 

Additional paid-in capital 

3,687,992 

3,582,245 

Retained earnings 

45,903,916 

44,965,531 

Total shareowners' equity 

52,829,678 

51,777,798 


$92,411,180 

$84,046,184 


See notes to consolic 



































ANY AND SUBSIDIARIES 

EMBER 31, 1978 AND 1977 


CONSOLIDATED STATEMENT OF INCOME 


Sales 

1978 

$105,617,907 

1977 

$90,070,632 

Costs and expenses: 

Cost of goods sold 

Selling and administrative 

Research and development 

Loss from terminated contract 

70,208,036 

21,333,009 

6,956,828 

2,893,643 

56,341,219 

17,716,223 

5,865,616 

Total 

101,391,516 

79,923,058 

Income from operations 

4,226,391 

10,147,574 

Other income (expense): 

Interest and other income — net 

1 nterest expense 

709,112 

(1,987,136) 

782,111 

(1,614,640) 

Income before Federal and foreign 
income taxes 

2,948,367 

9,315,045 

Federal and foreign income taxes 

775,000 

3,875,000 

Net income 

$ 2,173,367 

$ 5,440,045 

Net income per share 

$.70 

$1.76 


CONSOLIDATED STATEMENT OF SHAREOWNERS' EQUITY 



Common 

Stock 

Additional 

Paid-in 

Capital 

Retained 

Earnings 

Total 

Shareowners' 

Equity 

Balance, January 1, 1977 

$3,229,611 

$3,574,726 

$40,512,012 

$47,316,349 

Net income for 1977 



5,440,045 

5,440,045 

Cash dividends — $.32 per share 



(986,526) 

(986,526) 

Sales under employee stock 

option plan — 411 shares 

411 

7,519 


7,930 

Balance, December 31, 1977 

3,230,022 

3,582,245 

44,965,531 

51,777,798 

Net income for 1978 



2,173,367 

2,173,367 

Cash dividends — $.40 per share 



(1,234,982) 

(1,234,982) 

Sales under employee stock 

option plan — 7,748 shares 

7,748 

105,747 


113,495 

Balance, December 31, 1978 

$3,237,770 

$3,687,992 

$45,903,916 

$52,829,678 


inancial statements. 




































WATKINS-JOHNSON COMPANY AND SUBSIDIARIES 

FOR THE YEARS ENDED DECEMBER 31, 1978 AND 1977 


CONSOLIDATED STATEMENT OF CHANGES IN FINANCIAL POSITION 


SOURCE OF FUNDS: 

Operations: 

Net income 

Depreciation and amortization 
Deferred income taxes 

Provided from operations 
Proceeds from long-term obligations 
Other 

Total 

USE OF FUNDS: 

Additions to property, plant and equipment 
Cash dividends 

Payments on long-term obligations 
Total 

INCREASE (DECREASE) IN WORKING CAPITAL 

Change in working capital consisted of: 

Increase (decrease) in current assets: 

Cash and marketable securities 

Receivables 

Inventories 

Other 

Total 

Increase (decrease) in current liabilities: 

Notes payable 

Accounts payable and accruals 
Advances on contracts 
Income taxes 

Total 

Increase (decrease) in working capital 


1978 

$ 2,173,367 
3,920,494 
(12,874) 

6,080,987 

7,200,000 

348,872 

13,629,859 

7,263,617 
1,234,982 
352,295 

8,850,894 
$ 4,778,965 


$ (2,296,988) 
4,661,045 
3,130,070 
(236,877) 

5,257,250 


(731,432) 

1,893,119 

903,978 

(1,587,380) 

478,285 
$ 4,778,965 


1977 

$ 5,440,045 
2,959,754 
(50,303) 

8,349,496 

248,427 

8,597,923 


11,991,320 

986,526 

199,290 

13,177,136 

$(4,579,213) 


$(9,503,529) 

3,756,803 

3,946,440 

189,630 

(1,610,656) 

868,094 

2,345,069 

(119,258) 

(125,348) 

2,968,557 

$(4,579,213) 


See notes to consolidated financial statements. 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 


1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Principles of Consolidation - The consolidated financial state¬ 
ments include those of the Company and its wholly owned 
subsidiaries after elimination of intercompany balances and 
transactions. 

Translation of Foreign Currency Amounts — Foreign opera¬ 
tions' account balances are translated using year-end exchange 
rates for current assets and liabilities, and the rate prevailing at 
time of acquisition for property, equipment, and related 
depreciation. Income and expense items, except for depre¬ 
ciation, are translated at weighted average rates of exchange 
prevailing during the year. Resulting exchange adjustments, 
which were not material, have been reflected in income. 

Marketable Securities — Interest bearing investments are 
valued at cost and accrued interest which approximates market 
value. 


Receivables — Unbilled contracts receivables are recorded 
when sales are recognized for long-term contracts under the 
percentage of completion method. Reductions in these receiv¬ 
ables occur when invoices for products shipped or progress 
billings are rendered. 

Receivables representing retainage and amounts expected to be 
collected after one year are not material. 

Inventories — Inventories are stated at the lower of cost, using 
first-in, first-out and average cost basis, or market. Cost of 
inventory items is based on purchase and production cost; 
market is not in excess of net realizable value. 

Property, Plant and Equipment - Property, plant and equip¬ 
ment are stated at cost. Leases which essentially assure the 
lessor full recovery of the fair market value of the property 
over the lease term are capitalized. Provision for depreciation 
and amortization is primarily based on the sum-of-the-years 
digits and declining-balance methods. 





























Sales Recognition on Long-Term Contracts — Sales are pri¬ 
marily recorded based on the percentage of completion 
method. 

Income Taxes — The consolidated statement of income 
includes provisions for deferred income taxes for transactions 
that are reported in one period for financial statement pur¬ 
poses and in another period for income tax purposes. Deferred 
income taxes are provided on the earnings of the Domestic 
International Sales Corporation (DISC). Federal income tax 
expense is reduced by the investment tax credit allowed on 
property placed in service during the year. State and local 
income taxes, amounting to $293,000 for 1978 and $819,000 
for 1977, are included in selling and administrative expenses. 

Net Income Per Share — Net income per share is computed 
using the weighted average number of common shares out¬ 
standing during the year. The computation excludes out¬ 
standing stock options as their dilutive effect is not material. 

2. LOSS FROM TERMINATED CONTRACT 

In December, 1978 the Company notified the government of 
Iran, its customer, that work was being halted on its nearly 
completed long-term contract of $18,753,000, due to the 
default of the customer's performance of the contract. A sub¬ 
stantial amount of special-design communication equipment 
remained on-hand and will not be shipped to the customer. 
The Company took this action since the customer was signifi¬ 
cantly behind in meeting the progress payment requirement 
established by the contract. During the past two years the 
customer paid the Company $13,245,000 of the recorded sales 
of $16,672,000. 

While the Company is continuing to discuss this program with 
the customer, the Company's expectations for resumption of 
work are not good since the customer's ability to pay has 
diminished with the increasing political turmoil and other 
problems existing in Iran. In addition, the Company remains 
contingently liable for a stand-by letter of credit in the 
amount of $1,875,000 furnished to satisfy the guarantee 
of performance provision contained in the contract. The 
communication equipment which is on-hand is of special 
design and can be sold with some additional modifications. 
The Company has estimated the net residual value of this 
equipment at $2,408,000, which was used to reduce the over¬ 
all loss and is shown as Receivables, Terminated Contract-net 
in the financial statements. Because of the above uncertainties, 
a net write-off totaling $2,894,000 was recorded in December, 
1978 for the uncollectible receivables and the letter of credit 
on this terminated contract. For the fourth quarter and for 
the year 1978, net income was reduced 39 cents per share as 
a result of the above write-off after allowing for related 
reductions in profit sharing and income tax provisions. 

In January, 1979 a law suit was filed by the Company in the 
United States District Court seeking to enjoin a United States 
bank and an Iranian bank from honoring any claims by the 
government of Iran against the above stand-by letter of credit. 

Under this contract, which is expressly made subject to both 
Iranian and United States laws and which provides that to the 
extent there is any difference between the two laws the 
Iranian law will govern, in legal counsel's opinion the 
customer's failure to make progress payments in accordance 
with the contract provisions is a substantial breach of contract, 
and such breach should eliminate assessment of any significant 
additional liabilities against the Company. Therefore, the 
Company believes that the final resolution of this situation 
should not have any additional material adverse effect on its 
consolidated financial position or results of operations. 

3. LONG-TERM OBLIGATIONS 


gage totaling $7,200,000 bearing 8%% interest. The annual 
payments on the mortgage are $710,000. At December 31, 
1978 the balance was $7,1 52,000 of which the current portion, 
totaling $88,000, is included in current liabilities. 

Leases — Long-term leases for plant facilities are treated as 
capital leases for financial purposes. The leases expire during 
the years 1994 to 2006, however renewal options provide for 
lease extensions ranging from twenty-four to thirty-five years 
at revised rental terms, and some include options to purchase 
property at fair market value. Payment obligations under these 
capitalized leases and related present value as of December 31, 
1978 are as follows: 


Lease payments: 

1979-1983 ($1,691,400 per year) 
Remaining years 

Total 

Interest cost 

Present value of lease payments 
(current portion, $218,000) 


$ 8,457,000 
35,755,000 

44,212,000 

(27,754,000) 

$16,458,000 


The accumulated amortization amounts for the plant facilities- 
leased included in accumulated depreciation and amortization 
at December 31, 1978 and 1977 were $3,554,000 and 
$2,916,000. 


Rent expense for property and equipment relating to oper¬ 
ating leases is as follows: 



1978 

1977 

Real property 

$ 205,000 

$ 177,000 

Equipment 

950,000 

1,002,000 

Total 

$1,155,000 

$1,179,000 


Financing for a certain leased facility was provided by the 
Company. Included in Other Assets-Notes Receivable is the 
non-current portion of a 7V 2 % deed of trust note of $3,888,000 
and $3,976,000 at December 31, 1978 and 1977, which is 
collectible monthly through the year 1999. 


4. SHAREOWNERS' EQUITY 

The 1976 Employee Stock Option Plan provides for future 
grants to certain key employees and officers. The options are 
granted at market price on date of grant and contain stock 
appreciation rights under which provision the Company may 
pay any combination of cash or stock to the optionee for the 
appreciation on the stock since the date of grant. They are 
exercisable cumulatively as to one-third the number of shares 
in each of the third, fourth and fifth succeeding years, and 
they expire at the tenth anniversary date. A summary of stock 
option transactions follows: 


1978 



Shares 

Price 

Granted 

16,550 

$20.38 to $21.75 

Terminated 

1,300 


Outstanding at December 31 
Reserved for future grants at 

48,650 

$20.38 to $23.88 

December 31 

251,350 

1977 


Shares 

Price 

Granted 

33,900 

$21.50 to $23.88 

Terminated 

500 


Outstanding at December 31 
Reserved for future grants at 

33,400 

$21.50 to $23.88 

December 31 

266,600 



Mortgage — The San Jose, California plant, which cost 
$9,600,000, is pledged as security for a twenty-five year mort- 


The previous Employee Stock Option Plan provides for the 
sale of common stock relating to commitments under previous 


Continued on the following page 





















Notes to Consolidated Financial Statements continued 


grants issued to certain key employees and officers. The 
options, which were granted at market price on date of grant, 
are exercisable cumulatively as to one-third the number of 
shares in each of the third, fourth and fifth succeeding years, 
and they expire at the fifth anniversary date. Replacement 
options granted contain more restrictive exercise features. 
Options outstanding totaled 108,926 shares at December 31, 
1978 and 124,125 shares at December 31, 1977 with each 
year's exercise price per share ranging from $12.25 to $34.88. 

5. INCOME TAXES 

The provision for Federal and foreign income taxes consists 
of the following: 


1978 1977 


Current (less investment 



tax credit of $498,000 
and $446,000) 

$ 474,000 

$3,935,000 

Deferred: 



DISC 

285,000 

215,000 

Capitalized leases 

(193,000) 

(226,000) 

Franchise tax 

246,000 

(3,000) 

Other 

(37,000) 

(46,000) 

Total 

$ 775,000 

$3,875,000 

The differences between the effective income tax 
statutory Federal income tax rate are as follows: 

rate and the 


1978 

1977 

Statutory Federal tax rate 
Reductions in taxes due to: 

48.0% 

48.0% 

Investment tax credit 

(16.9) 

(4.8) 

Other 

(4.8) 

(1.6) 

Effective income tax rate 

26.3% 

41.6% 


6. CONTINGENT LIABILITIES 

The Renegotiation Act terminated on September 30, 1976; 
thus the Vinson-Trammel Act, enacted in 1934, applies to 
certain sales from 1976 through 1978. Renegotiation has 
been completed for all years through 1975. While there is no 
assurance that refunds will not be claimed by the United 
States Government for these years, the Company believes 
that profits realized on these sales are not excessive and that 
refunds, if any, should not have a material effect on earnings. 

Certain sales of the Company are subject to price revisions by 
appropriate Government agencies. Refunds, if any, which 
might arise from subsequent reviews are indeterminate and, in 
the opinion of management, no material refunds will be 
required. 

See Note 2 for discussion of loss from terminated contract. 

7. BUSINESS SEGMENT REPORTING 

The Company operates primarily in one industry, the design, 
development, manufacture, sale and service of advanced elec¬ 
tronic systems and devices for military, industrial and space 
applications. The majority of the Company's sales are made to 
governmental agencies and to customers also engaged in 
national defense. 


Foreign operations' assets are less than ten percent of consoli¬ 
dated assets. 

Direct sales to government agencies are as follows: 

1978 1977 

United States $21,700,000 $20,300,000 

Foreign 23,900,000 18,500,000 

8. QUARTERLY FINANCIAL DATA - UNAUDITED 

Unaudited quarterly financial data for the years ended 
December 31, 1978 and 1977, stated in thousands of dollars 
except per share amounts, are as follows: 


1978 Quarters 


1st 

2nd 

3rd 

4th 


Sales 

$25,130 

$26,056 

$26,865 

$27,567 

Gross profit 

8,606 

9,195 

9,066 

8,543 

Net income (loss) 

708 

842 

874 

(251) 

Net income (loss) 





per share 

$.23 

$.27 

$.29 

$(.09) 



1977 Quarters 



1st 

2nd 

3rd 

4th 

Sales 

$19,764 

$21,130 

$23,231 

$25,946 

Gross profit 

7,850 

7,741 

7,744 

10,395 

Net income 

1,239 

1,086 

1,050 

2,065 

Net income 





per share 

$.40 

$.35 

$.34 

$.67 


The fourth quarter of 1978 includes a loss from a terminated 
contract of $2,894,000 (see Note 2). This quarter was favor¬ 
ably impacted by the cumulative adjustment of the annual 
effective tax rate from 43% to 26% primarily as a result of the 
foregoing loss and lower earnings. (See Note 5) 


AUDITORS'OPINION 

Deloitte 
Haskins Sells 


44 Montgomery Street 
San Francisco, California 94104 
(415) 393-4300 
Telex 340336 

The Shareowners and 
Board of Directors of 
Watkins-Johnson Company: 

We have examined the consolidated balance sheets of 
Watkins-Johnson Company and subsidiaries as of December 31,1978 
and 1977 and the related consolidated statements of income, 
shareowners’ equity, and changes in financial position for the years 
then ended. Our examinations were made in accordance with 
generally accepted auditing standards and, accordingly, included 
such tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances. 

In our opinion, such financial statements present fairly the 
financial position of the companies at December 31,1978 and 1977 
and the results of their operations and the changes in their financial 
position for the years then ended, in conformity with generally 
accepted accounting principles applied on a consistent basis. 

February 6,1979 


United States 
Export sales: 

European 
Middle East 
Other 

European foreign operations 
Total 


1978 


1977 


$ 73,000,000 $ 60,100,000 


5,200,000 

16,800,000 

3,800,000 

6,800,000 


5,700,000 

15,800,000 

2,500,000 

6,000,000 


$105,600,000 $ 90,100,000 









































BUSINESS 

Watkins-Johnson Company is a technologically oriented applications. The Company's products are used by the recon- 

company engaged primarily in the design, development, naissance, surveillance, communications, telemetry, semi¬ 
manufacture, sale and service of advanced electronic systems conductor, frequency measurement and testing markets, 

and devices (components) for military, industrial and space 


CONSOLIDATED SUMMARY OF OPERATIONS* 



1978 

1977 

1976 

1975 

1974 

Sales 

$105,618,000 

$90,071,000 

$71,982,000 

$76,828,000 

$63,630,000 

Cost of Goods Sold 

Selling and 

70,208,000 

56,341,000 

44,083,000 

44,927,000 

38,626,000 

Administrative Expense 

Research and 

21,333,000 

17,716,000 

15,275,000 

14,788,000 

12,540,000 

Development Expense 

Loss from Terminated Contract 

6,957,000 

2,894,000 

5,866,000 

4,381,000 

3,972,000 

3,638,000 

Income from Operations 

4,226,000 

10,148,000 

8,243,000 

13,141,000 

8,826,000 

Interest and Other Income — Net 

709,000 

782,000 

1,147,000** 

704,000 

642,000 

Interest Expense 

Income before Federal and 

1,987,000 

1,615,000 

1,696,000 

1,128,000 

938,000 

Foreign Income Taxes 

Federal and Foreign 

2,948,000 

9,315,000 

7,694,000 

12,717,000 

8,530,000 

Income Taxes 

775,000 

3,875,000 

3,128,000 

5,732,000 

3,807,000 

Net Income 

2,173,000 

5,440,000 

4,566,000 

6,985,000 

4,723,000 

Earnings Per Share 

$.70 

$1.76 

$1.48 

$2.28 

$1.55 

* Years prior to 1977 have been restated for the effect of capitalizing leases in accordance with Statement of Financial Accounting Standards No. 13. 

**Includes a gain on real property of $441,000 which increased earnings per share by ten cents. 

SALES BY PRODUCT LINE 

Systems 

56% 

54% 

49% 

54% 

54% 

Devices 

44% * 

46% 

51% 

46% 

46% 


MANAGEMENT'S DISCUSSION AND ANALYSIS OF THE CONSOLIDATED SUMMARY OF OPERATIONS 


1978 Compared to 1977 

Sales increased 17% in 1978 principally as a result of improved 
unit volume, but also from increased selling prices. This sales 
increase was significantly below anticipated growth for the 
year. Cost of goods sold increased 25% primarily due to the 
level of productivity being below expectations, the engineering 
and development content on certain projects being greater 
than estimated, and also from increased labor and material 
costs. The selling and administrative expense increase of 20% 
reflects the continuation of these operations at planned levels. 
The research and development expense increase of 19% was in 
accordance with projections made for the year. The loss from 
a terminated contract resulted from a customer's breach of 
contract when it failed to make progress payments in accor¬ 
dance with contract provisions as explained in Note 2 to the 
financial statements. Income from operations decreased 58% as 
a result of the above factors when compared to 1977. Interest 
expense increased 23% primarily due to new long-term financ¬ 
ing obtained for the San Jose plant. The significant decrease in 
the effective federal tax rate results primarily from investment 


tax credit, received on equipment purchases, which was used 
to reduce the tax computed on this year's low earnings. 

1977 Compared to 1976 

Sales increased 25% in 1977 as a result of higher unit volume 
and increased selling prices. Cost of goods sold increased 28% 
primarily due to reduced productivity and to product sales 
requiring more engineering and development content than 
originally anticipated, particularly during the second and third 
quarters. 

The selling and administrative expense increase of 16% was 
lower than the growth rate in sales but in line with planned 
levels. The research and development expense increase of 34% 
was in line with projections made for the year. As a result of 
the above factors, income from operations increased 23% 
when compared to 1976. The effective federal tax rate remained 
below normal primarily as a result of the investment tax credit 
received on this year's significant equipment purchases. 


DIVIDENDS AND STOCK PRICES 


1978 


1st Qtr 

2nd Qtr 

3rd Qtr 

4th Qtr 

Cash Dividends Paid 

S.10 

$.10 

$.10 

$.10 

Stock Price 

High 

21/2 

23% 

26% 

24% 

(NYSE-Com¬ 
posite Close) 

Low 

18/2 

17% 

20% 

15 


1977 


1st Qtr 

2nd Qtr 

3rd Qtr 

4th Qtr 

Cash Dividends Paid 

$.08 

$.08 

$.08 

$.08 

Stock Price 

High 

24% 

24% 

25% 

21% 

(NYSE-Com¬ 
posite Close) 

Low 

18% 

20% 

20% 

16% 


Shareowners desiring a copy of the Company's annual report on form 10-K may obtain one by writing to the Manager, Shareowner Relations, at the 
Company's address shown on the back cover of this report. 
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